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Overview

* Measuring living standards
— Why do we use income?

— Accounting for inflation and family composition

* Income Inequality
— The UK income distribution
— Measures of income inequality
— Growth in inequality in 1980s
— Changes in inequality since 1990 — Belfield et al. (forthcoming)

* Summary
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Why income?

Economic analysis tends to focus on income inequality and income
poverty

not because income is the only thing that matters...

...but because it is arguably the best measure of living standards
we’ve got

Consumption may be conceptually a better indicator of living
standards

Income snapshots can be misleading

But it is difficult to measure...
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Those with the lowest incomes do not have the
lowest consumption...
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Material Deprivation

We can also look at another measure of hardship — material
deprivation

This is an indicator of families being unable to afford certain items

e.g a warm winter coat or to save £10 a month

The answers to these questions are used to create a “deprivation
score” out of 100

If more than 25 then classed as materially deprived

ltems that the majority of the population can afford are given
more weight
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... Nor are they most likely to be materially
deprived
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Source: Figure 5.7 of Living Standards, Poverty and Inequality: 2015
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Measurement of income

Income as measured by government in “Households Below
Average Income” (HBAI)

Based on Family Resources Survey (from 1994-5 onwards)
20,000 households across the UK
Subject to sampling error

Income is measured net of direct taxes and benefits

Measured at the household level (implicitly assumes income
sharing)

Adjusted for inflation
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RPIl and its problems

In the official statistics RPI is used to account for inflation over
time

However recently RPI has been thought to overstate inflation due
to a “formula effect”

Given the same price changes the RPI methodology will measure
inflation to be around 1% higher than CPI

It has been declassified as an official statistic
An alternatives include RPIJ and CPIH...

...but we use a variant of CPl we constructed ourselves I
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Adjusting for inflation
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Measurement of income

Income as measured by government in “Households Below
Average Income” (HBAI)

Based on Family Resources Survey (from 1994-5 onwards)
25,000 households across the UK
Subject to sampling error

Income is measured net of direct taxes and benefits

Measured at the household level (implicitly assumes income
sharing)

Adjusted for inflation

Adjusted for household size (equivalised)
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Adjusting for household size
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Median income since 2003-04
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Income inequality
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The UK income distribution in 2013-14

50th percentile: £453
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Income distribution: 1963 - 1973
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Income distribution: 1963 - 1983
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Income distribution: 1963 - 1993
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Income distribution: 1963 - 2003
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Income distribution: 1963 - 2013
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Measuring income inequality: the Gini coefficient

Perfect equality
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Measuring income inequality: the Gini coefficient

Perfect equality
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Gini coefficient: 1961 to 2014-15
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Why did income inequality rise in the 1980s?

Lots of explanations

Skills-biased technological changes [see Acemoglu (2002), Machin
(2001) and Goldin and Katz (2008)]

Labour market institutions: weaker trade unions and a decline of
collective bargaining (Goodman and Shephard 2002)
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Impact of trade unions on inequality

* Quantile regression and Chambelain (1994)
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Quantile regression

*  OLS minimises the SQUARED errors:

111111— E — 2;0)

*  Median regression minimises ABSOLUTE errors:

mhqu Y — X0l

* Quantile regression minimises the CHECK function:

win E[7 (Y = Xb) - 1[Y = Xb > 0] — (1 - 7) (Y — Xb) - 1[Y — X < 0] |2]
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Impact of trade unions on inequality

Quantile regression and Chambelain (1994)

In(Wages;) = B, + p1Trade_Union; + X;'B; +u;

Sector 0.1 0.25 0.5 0.75 0.9 OLS
Manufacturing 0.281 | 0.249 | 0.169 | 0.075 | —0.003 | 0.15%8
(oaz) | (oaz) | (oa1) | (04) (0a1) | (004
Non-manufacturing || 0.47 0.406 | 0.333 | 0.248 0.184 0.327
(024 ) | (014) | (0a3) | (0a6) | (0as) | (016 )
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Why did income inequality rise in the 1980s?

Lots of explanations

Skills-biased technological changes [see Acemoglu (2002), Machin
(2001) and Goldin and Katz (2008)]

Labour market institutions: weaker trade unions and a decline of
collective bargaining (Goodman and Shephard 2002)

More inequality in employment status across households (Gregg and
Wadsworth, 2008)

Changes in the tax and benefit system
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Impact of tax and benefit system
Increase in Gini relative to 2009-10
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Gini coefficient: 1961 to 2014-15
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Income share of top 1%
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Inequality in the UK since 1990
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Male earnings inequality
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Female earnings inequality
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Individual and household earnings
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Earnings to income for working households
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Earnings to income: 1997-2004 - Discretionary
benefit increases
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Earnings to income: 2007-2014 — Automatic
stabilisers
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Earnings to income for working households
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Workless household incomes
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Proportion of workless households
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Pensioner incomes
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Earnings to income for working households
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Inequality in the UK since 1990
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Summary

When using measures of living standards it is important to
correctly account for inflation and household composition

Income inequality rose rapidly in the 1980s...

...but in the last twenty years income inequality has fallen
amongst most of the population

This was due to redistributive taxes and benefit changes and the
catch up of pensioner and workless household incomes

But the top 1% have continued to pull away during this period
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Variance of logs decomposition

var(log(wh)) = var(logiw)) + var(log(h)) + 2cov(log(w), log(h))

Contribution to change

Variance of ~ Change in

. - _ Variance Covariance of lo
log earnings ~ Variance of  variance of g

atstartof  logeamnings  |oghours oflog hours and log
period wage wage
Men
1994-1997 18.18 2.22 0.74 1.02 0.45
1997-2004 20.39 2.82 0.29 1.52 1.01
2004-2007 23.21 0.82 0.06 0.12 0.64
.2007-2014 2403 272 026 .. 199 047 ...
1994-2014 18.18 8.58 1.35 4.65 2.58
Women
1994-1997 41.34 -1.57 -0.66 1.83 -2.74
1997-2004 39.77 -3.99 -3.64 -1.94 1.59
2004-2007 35.78 -0.77 -0.60 0.28 -0.45
20072014 3501 LT 088 ... 008 .. 0L
1994-2014 41.34 -8.10 -5.57 0.08 -2.60
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MLD decomposition — working households

Aly= Dspd Iy + Zplsylpy + Ipdsy(X, — logi,) + 5 (8, — 5, )logus,

Contributionto change in Mean Log Deviation

MLD at start of Overal_l Within group Within grogp - Between gr(_)up - Between
period change in inequality chan_ges in chan_ges in _ group_
MLD populationshare  populationshare  inequality
1994-1997 9.85 0.07 0.36 0.04 -0.21 -0.13
1997-2004 9.92 -0.64 -0.25 0.04 -0.22 -0.21
2004-2007 9.28 0.73 0.58 0.00 0.00 0.15
...2007-2014 1002 400 054 0.01 002 045 .

1994-2014 9.85 -0.83 0.13 0.12 -0.41 -0.68
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MLD decomposition — pensioner households

Aly= Lsul Iy + Zplsylpy + Fpdsy(Z, — logiy) + 5 (8, — 5, )logus,

Contributionto change in Mean Log Deviation

. Withi - -
MLD at start of ~ Overall change ~ Within group 'thin gro!Jp Between gr(_)up Between
. . . . changesin changesin group
period inMLD inequality . . . .
populationshare populationshare inequality
1994-1997 9.78 0.08 0.11 0.00 0.00 -0.04
1997-2004 9.86 0.75 -0.69 -0.01 0.01 -0.06
2004-2007 9.10 0.74 0.77 0.00 0.00 -0.03
..... 20072014 9% 109 08 002 00l 019

1994-2014 9.78 -1.03 -0.70 -0.02 0.02 -0.32
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